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Summary 



Oversight of the Federal Reserve’s (Fed’s) monetary policy decisions rests with 
Congress. But oversight is encumbered by the absence of a straightforward relationship 
between interest rates and economic performance. Further, the Fed’s policy decisions 
are discretionary, meaning there is no objective, transparent “yardstick” for evaluating 
their decisions. A simple rule of thumb guide to monetary policy decisions called a 
“Taylor rule” is an intuitive way to judge actual policy against some objective, albeit 
simplistic, ideal. Taylor rules can be adjusted to reflect a variety of policy goals. This 
report compares current policy to a number of Taylor rules, and finds that actual interest 
rates are currently lower than the rules would prescribe because of the Fed’s decision to 
sharply reduce rates to protect against a potential recession despite rising inflation. 



The government has two main tools for influencing overall economic conditions, 
fiscal policy and monetary policy. Monetary policy can boost economic activity and 
inflation by lowering short-term interest rates (the federal funds rate), or depress 
economic activity and inflation by raising interest rates. Changes in output and 
employment caused by monetary policy are of a temporary nature: in the long run, 
changes in the money supply affect only inflation and have no effect on the economy’s 
sustainable growth rate. In essence, monetary policy has two attainable goals: to promote 
economic stability (minimize fluctuations in the business cycle) and price stability (low 
and stable inflation). Because the Fed has only one tool at its disposal, influence over 
interest rates, it faces a tradeoff in the pursuit of these two goals — when the two goals 
conflict, they cannot both be pursued at once . 1 

Congress has delegated responsibility for monetary policy decisions to the Federal 
Reserve, but maintains oversight responsibilities. Oversight is made difficult, however, 
by the absence of a straightforward relationship between interest rates and economic 



1 For more information, see CRS Report RL30354, Monetary Policy and the Federal Reserve: 
Current Status and Conditions, by Marc Labonte and Gail Makinen. 
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performance. Because of changes in investment demand, any given interest rate may be 
expansionary when the economy is booming, but contractionary when the economy is in 
recession. Furthermore, the Fed’s policy decisions are discretionary: it justifies policy 
decisions qualitatively rather than quantitatively. Its decisions to change interest rates 
need only be consistent with the broad mandate that it maintain full employment, stable 
prices, and moderate interest rates. When these goals are mutually exclusive, as they 
frequently are, the mandate can be used to justify virtually any policy decision. In this 
context, Congress frequently finds itself in a position where it must “take the Fed’s word 
for it” that the policy change will have the effect it is said to have because there is no 
objective outside “yardstick” to evaluate it. This report attempts to offer such a yardstick. 

One way to evaluate Fed policy for oversight purposes would be to use complex 
econometric models to generate predicted results of a monetary policy change, and see if 
these results conform with the policy change’ s stated or mandated goals. But this requires 
sophisticated knowledge of econometric modeling that may not be practical for oversight, 
particularly since different models yield significantly different results. This report uses 
a simpler, popular alternative called a “Taylor rule” to quantitatively evaluate the current 
stance of monetary policy. 2 Economist John Taylor, recently a Treasury Undersecretary, 
proposed the following rule to set interest rates that balances the goals of maintaining 
economic stability and price stability: 3 

FFR = (R + I) + 0.5 x ( output gap) + 0.5 x (I - IT) 

where: 

FFR = federal funds rate 

R = equilibrium interest rate (assumed here to equal 2) 

output gap = percent difference between actual GDP and potential GDP 

I = inflation rate 

IT = inflation target (assumed here to equal 2) 

The goal of maintaining economic stability is represented by the factor 0.5 x (output 
gap), which raises interest rates when actual GDP is greater than potential GDP and 
lowers rates when it is below potential. The output gap is the difference between actual 
and potential GDP. Potential GDP is the level of output that would be produced if all of 
the economy’s labor and capital resources were being utilized; in economic downturns, 
actual GDP falls below potential because some resources are idle. Likewise, because 
prices adjust slowly, the economy can temporarily be pushed above a level of output that 
is sustainable. Once prices adjust, output will return to potential. There is no direct way 
to measure potential GDP, so it must be inferred; different estimating methods yield 
different results. 4 This Taylor rule states that when actual GDP is, say, 1% above 



2 For background and analysis of Taylor rules, see CRS Report RL31050, Formulation of 
Monetary Policy by the Federal Reserve: Rules v.v. Discretion , by Marc Labonte. 

3 John Taylor, “Discretion vs. Policy Rules in Practice,” Carnegie-Rochester Series on Public 
Policy, vol. 39, 1993, p. 195; Robert Solow and John Taylor, Inflation , Unemployment , and 
Monetary Policy (Cambridge, MA: MIT Press, 1998), p. 45. The specific mathematical form of 
this rule does not appear to be formally derived from theory or empirical evidence. 

4 This report uses CBO’s estimate of potential GDP. See Congressional Budget Office, CBO’s 

(continued...) 




